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CONFIDENTIAL SEOUL 4294 
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TAGS: EFIN, IBRD, KS 

SUBJECT: KOREA CONSULTATIVE GROUP MEETING: 

RESTRAINT ISSUE 

REF: (A) SEOUL 3738 (B) SEOUL 2930 (C) SEOUL 4235 

SUMMARY: WHILE FISCAL AND MONETARY STIMULUS HAS DECREASED 
STEADILY IN RECENT MONTHS, RECOMMEND WE POINT OUT 
NEED FOR CONTINUED RESTRAINT TO IMPROVE BALANCE OF 
PAYMENTS, AVOID IMPORT RESTRICTIONS AND SLOW INFLATION. 

WE SHOULD ALSO NOTE THAT LARGE GRAIN AND FERTILIZER SUB- 
SIDIES POSE BOTH FISCAL AND RESOURCE ALLOCATION PROBLEM. 

END SUMMARY. 

1. PER REF (A), ONE ISSUE AT JULY 2-3 CG MEETING WILL BE 
APPROPRIATENESS OF KOREA'S MONETARY/FISCAL POLICIES IN 
RELATION TO SERIOUS BALANCE OF PAYMENTS SITUATION (SEE REF (C). 
FOLLOWING IS DESCRIPTION OF CURRENT POLICY SITUATION 
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PLUS OUR RECOMMENDATION RE U.S. POSITION. 

2. FISCAL/MONETARY STIMULUS, AIMED AT COMBATING 
UNEMPLOYMENT CAUSED BY EXPORT SLUMP, HAS NOTICEABLY 
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DECREASED IN RECENT MONTHS. MONTHLY INCREASE IN 
DOMESTIC CREDIT, WHICH AVERAGED 7:3 PERCENT IN 
NOVEMBER-DECEMBER AND WAS 5.0 PERCENT IN JANUARY, 

HAS DECLINED STEADILY TO 1.6 PERCENT IN MAY. TOTAL 
INCREASE OF 17.6 PERCENT THROUGH MAY WILL MAKE IT 
EASY TO STAY WITHIN REVISED CEILING OF 20 PERCENT 
FOR FIRST HALF. MONEY SUPPLY DECREASED 3.5 PERCENT 
DURING FIRST 5 MONTHS DUE TO DEFLATIONARY EFFECT OF 
BOP DEFICIT. PRIVATE CREDIT HAS BEEN PARTICULARLY 
TIGHT AND EFFECTIVE BORROWING RATES AT BANKS ARE 
HIGHER THAN PRIME RATE OF 15.5 PERCENT. AS IS COMMON 
AT SUCH TIMES. ACTIVITY AND INTEREST RATES ON THE CUB 
MONEY MARKET HAVE INCREASED IN RECENT MONTHS. 

3. FISCAL DEFICIT, WHICH HAVE ACCOUNTED FOR 49 PERCENT 
OF DOMESTIC CREDIT INCREASED SO FAR, HAVE ALSO DECLINED. 
BUDGET DEFICIT OF 52 BILLION WON IN FIRST QUARTER 
CHANGED TO 29 BILLION WON SURPLUS IN APRIL-MAY. 

SMALLER SUBSIY LOSSES ON GRAINS AND FERTILIZERS 
RESULTED IN OVERALL FISCAL DEFICIT OF ONLY 9 BUTTON 
WON IN APRIL- MAY COMPARED TO 255 BILLION WON IN FIRST 
QUARTER (SEE REF B ). DEFICITS SO FAR OF 1 15 AND 90 
BILLION WON IN GRAIN AND FERTILIZER FUNDS HAVE BEEN 
MUCH LARGER THAN IN SAME 1974 PERIOD, HOWEVER. AND 
HAVE ALONE ACCOUNTED FOR 39 PERCENT OF DOMESTIC CREDIT 
INCREASE IN FIRST 5 MONTHS. PRICE PAID TO FARMERS 

FOR NEW BARLEY CROP WAS RECENTLY SET 22 PERCENT ABOVE 
1974 PRICE, ADDING TO GRAIN SUBSIDY BURDEN. 

4. GOVERNMENT STIMULATIVE MEASURES HAVE HAD DESIRED 
EFFECT ON INDUSTRIAL PRODUCTION WHICH (SEASONALLY 
ADJUSTED) SURGED 13.3 PERCENT FROM OCTOBER LOW TO 
JANUARY AND INCREASED ANOTHER 2.7 PERCENT FROM JANUARY 
TO APRIL. WHEN IT STOOD 12.S PERCENT ABOVE YEAR 
EARLIER. PRELIMINARY DATA SHOW REAL GNP IN FIRST 
QUARTER WAS 5.4 PERCENT ABOVE YEAR EARLIER, DUE 

PARTLY TO 38 PERCENT INCREASE IN GOVERNMENT CONSTRUCTION 
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AND WORK RELIEF ACTIVITY AND 30 PERCENT RISE IN 
STIMULATED HOUSING CONSTRUCTION. 

5. CONSUMER PRICE INDEX HAS RISEN 15.5 PERCENT AND 
WHOLESALE INDEX 13.0 PERCENT IN FIRST 5 MONTHS. PARTLY 
DUE TO DEVALUATION EFFECTS AND APRIL INCREASES IN 
CONSUMER GRAIN AND TOBACCO PRICES. WHOLESALE PRICE 
INDEX FOR IMPORTED GOODS FELL SLIGHTLY DURING LAST 
TWO MONTHS BUT OVERALL INDEX ROSE 5.2 PERCENT. 

6. CONCLUSION AND OUTLOOK: FISCAL STIMULUS BEGUN 
LAST NOVEMBER BROUGHT QUICK END TO GENERAL KOREAN 
RECESSION (EXCEPT FOR DEPRESSED EXPORT INDUSTRIES) 
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BUT UNDOUBTEDLY ADDED TO RATE OF INFLATION AND BOP 
DEFICIT. FISCAL DEFICITS AND EASY MONEY POLICY IN 
LATE 1974 MADE POSSIBLE EXCESSIVE IMPORT ORDERING 
WHICH AGGRAVATED BOP IN FIRST QUARTER. TIGHTER MONEY 
NOW, WHILE NECESSARY TO LIMIT IMPORT BILL, RUNS RISK 
OF HAMPERING EXPORT AS WELL AS DOMESTIC EXPANSION. 

ROKG HAS OBTAINED PERMISSION FROM IMF TO INCREASE 
DOMESTIC CREDIT BY 35.3 PERCENT IN 1975, RATHER THAN 
31.2 PERCENT EARLIER AGREED, BUT THIS WILL REQUIRE 
CONTINUED TIGHT MONEY AND IMF HAS EMPHASIZED IT DOES 
NOT WISH TO SEE CEILING EXCEEDED FOR FOURTH YEAR IN 
ROW. OVERALL FISCAL DEFICIT STILT. LIKELY BE AROUND 
450 BILLION WON IN 1975, AS FORECAST REF (B), UNLESS 
SOME SUBSIDY PAYMENTS CARRIED OVER TO NEXT YEAR AS HAS 
BEEN RECENT PRACTICE. MEANWHILE LARGE GRAIN AND 
FF.RTTT.I7.ER SUBSIDIES ALSO CAUSE UNECONOMIC USE 
OF THESE SCARCE RESOURCES. PRICE INDICES SHOULD 
RISE AT SLOWER RATE IN REST OF YEAR BUT TOTAL INCREASE 
LIKELY BE ABOUT 25 PERCENT RATHER THAN FORECAST 20 
PERCENT. 

7. RECOMMENDED POSITION: RECOMMEND WE NOTE THAT 
DOMESTIC ECONOMY WAS APPARENTLY OVER-STIMULATED IN 
LATE 1974. AND EARLY 1975, AS INDICATED BY SHARP 
INCREASE IN INDUSTRIAL PRODUCTION AT TIME EXPORTS 
WERE DEPRESSED AND BOP DEFICIT WAS LARGE AND GROWING. 
WE SHOULD WELCOME SHARP REDUCTION IN FISCAL DEFICIT AND 
STEADY DECREASE IN NEW DOMESTIC CREDIT IN RECENT MONTHS 
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AS MEASURES CONDUCIVE TO BOP IMPROVEMENT, AVOIDANCE 
OF IMPORT RESTRICTIONS AND SLOWING OF INFLATION. WE 
SHOULD OBSERVE THAT LARGE GRAIN AND FERTILIZER SUB 
SIDIES HAVE BECOME SERIOUS MATTER, NOT ONLY FOR 
FISCAL AND MONETARY POLICIES BUT FOR RESOURCE ALLOCA- 
TION. NOTE: PRESUMABLY SIMILAR STATEMENTS WILL BE 
FOUND IN IBRD REPORT AND THESE CAN BE SUPPORTED IF 
PREFERRED. SIMILAR OBSERVATIONS ARE ALSO FOUND IN 
IMF DOCUMENT SM/75/122 OF MAY 20, BUT THIS WILL NOT 
BE A CG DOCUMENT. 

SNEIDER 

CONFIDENTIAL 


« END OF DOCUMENT » 
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